25X11 Approved For Release 2004/10/28 : CIA-RDP86T00608R000600050010-1 


Next 3 Page(s) In Document Exempt 


Approved For Release 2004/10/28 : CIA-RDP86T00608R000600050010-1 


Approved vent ete ea 4 fy eee . 
; | 
: at: a 


Lah) 


Overview On Recovury 


The Big Six developed countries are showing signs of 
a slow cmergence from the deepest economic slump since 
World War tI. Japan touched bottom last spring. For France, 
Italy, West Germany, and Canada, the summer months probably 
marked the low point of the recession; in Britain the slump 
is likely to persist well into 1976. With most elements 
of demand expected to remain sluggish, recovery is likely 
to be painfully slow. In first half 1976, we expect real 
GNP growth in the Big Six to approximate a 3% annual rate, 
an anemic performance for the ‘recovery phase of a business 
cycle. 


Growth prospects are best in France, Canada and Japan, 

_ where recovery is likely to run at about 4%. Italy and West 
Germany will trail with growth rates between one and ‘two 
percent. Britain, which has lagged the other developed 
countries throughout the current recession, is expected to. 
Slump until. second half 1976. = 


Investment 


The massive swing toward inve..tory Liquidation was a 
big depressant on economic activity in first half 1975, when 
‘the collective GNP of the six countries fell at an annual 
rate of 4%. Now that stock reduction has largely run its 
course, the Six can expect to register a one percent rate 
of increasnin real GNP during the second half of this year. 
Still lacking, however, is any strong impetus to renewed 
sustainable growth. 


Private investment shows little sign of leading a 
vigorous recovery in economic activity. Fixed investment 
in plant and equipment fell sharply in first half 1975. 
Further cutbacks are slated into 1976 in several countries, 
as excess capacity plagues most manufacturing industries. 
Only in France, where industrial capacity was shortest 
before the recession, is a strong rebound in plant and ecquip- 
men investment likely. Housing construction will fare 
better than manufacturing investment. 
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Households “continue to save an unusually large fraction 
,Of theix disposable incomes, putting a crimp in consumption 
spending. A return to more normal savings rates, which is 
not yet in evidence, would yee a strong boost in demand. 
The timing of this turnaround is highly uncertain, depending 
on consumer perceptions of employment opportunities and other 
even more nebulous factors that determine confidence levels. 
At present, our best estimate is for only a 2.5% annual rate 
of growth in consumption in first half 1976. Japan and France 
should enjoy the fastest pickup in consumer spending, while 
British consumption will be depressed by anti-inflationary 
measures. . 


eooseneue Policy 


Government spending has propped up demand in most coun- 
tries during the recession. In an effort tc spark recovery, 
the governments of France, Italy, and Germany introduced 
expansionary programs late last summer. Japan introduced | 
ore a series of small reflationary measures throughout the year, 
, while Canadian fiscal policy has maintained.a fairly neutral 
tack for most of 1976. London, still grappling with a 253%. 
inflation rate and an cnormous budget deficit, sees little 
leeway for further stimulus. 


The French, German and Italian recovery efforts are 
meant to be one-shet affairs that would be phased out next 
year as hoped-for revival in the private sector gecs under 
way. Fears of huge budget deficits and accelerated inflation 
inhibit more aggressive efforts. The French and Italian 
packages are particularly large and should have a marked 
effect on spending early in 1976. The German measures are 
more cautious and were designed to do little more than offset 
anticipated cutbacks in other sectors of the economy. 

Tokyo's zecovery efforts have been marked throughout by 
hesitation and caution. 


Unemployment and Inflation 


The slow pace of economic recovery will do little to 
relieve the large scale unemployment that now afflicts the 
major developed countries. “Except in Japan, the ‘jobless 
rate will rise through yearend. In Britain the unemployment 
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volls will continue to lengthen in first half 1976. In 
sWost Germany, Italy, and Canada the unemployment rate is 
Likely to hold steady during the first six months of next 
2 year, An improving yob picture should develop in France 
around the fixst of the year as that country's recovery gets 
under way. In Japan, slow recovery will tend to increase 
average hours worked per week, and the uncinployment figures 
Will change lattle in first half 1976. 


We expect inflation to slow through first half 1976, 
though it will remain quite rapid by histeric standards. 
West Germany should continue to show the best price perfor- 
mance, with inflation cunning at a 6% annual rate. French, 
Japanese, and Canadian inflation will run about 9 percent, 
and Italy should register roughly’ a 14% annual rate. Britain 
is unlikely to push its inflation rate much below 158 during 
the first half, though its. price performance should improve 
Slowly, 


The Foreign Sector . 


re The strong improvement in the current account balances 
: of the Big Six in first half 1976 will be reversed during 
the second half of this year and first half 1976. A sharp 
curtaliment of imports -- linked to inventory liquidation -- 
accounted for the turnaround in current account balances 
that 'rance, Italy, and the United Kingdom enjoyed during 
. the first half of this year. lMxports declined less rapidly. 
z Cutbacks in imports helped Japan sustain the strong improve- 
ment in its current account that began in the second half 
of 1974. West Germany's huge current account surplus was 
reduced somewhat as exports slumped even more than imports. 
Canada bucked the trend and slipped geePee into deficit as 
exports fell and imports rose. 


With the exception of Canada, the current account positions 
Of all the developed countries are deteriorating sharply in 
the current half year. Oil imports have picked up following 
a drawdown of stocks; except for Britain, other imports also 
are picking up as demand and economic activity begin to 
revive. We estimate that the combined current account balance 
of the six countries will go from a tiny $100 million surplus 
in first half 1975 to a $4.6 billion deficit’ in the second half, 
then slip even further to a $5.9 billion Gaerere in first 
half 1976. 


KAR Orr a US: ANY 


Approved For Release 2004/10/28 : CIA-RDP86T00608R000600050010-1 


ran Ore Ge f ate 
“t 


Uke twa tote 


Major, Developed Countries: Current Account Ralances, 


’ ‘ By Half-Year 
= SN eee eee Re TT ates: _ Billion us §$ 
_ Proje cet OS se 

197411 19751 Lo7sTi 976i 

Total | ~6.7 A ~4.6 5.9 
Canada “1.5 -2.7 © 2.6 -2.3 
France ~2.8 el -.8 2 «J. 
‘Italy -2.9 ° = 42 9 a19 
Japan 3 | 08 a -1.0 
United Kingdom ~4.4— -1.3 -2.1 — -1.9 
West Germany te 3.4 2.2 Be 
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DEVELOPED COUNTRIES: INVENTORIES IN PERSPIECIUIVE 


Enventory-building was reduced sharply in early 1975 
in four of the major foreign countries, as well as in the United 
States, halting the rapid accumulation of surplus stocks that 
occurred last yoar.* Tn all of the countries examined, except 
the United Kingdom, cumulative surplus stocks appear to have 
peaked after the turn of the vear. In Japan, Canada, and the 
United States, they hit record or near-record levels. Moreover, 
because surplus stocks of this magnitude are unusual at this 
stage of the business cycle, we expect stockbuilding to play 
an abnormally weak-and perhaps evel a negative-role in recovery 
over the next few quarters. 


Recent Trends 


In early 1975, companies attempted to bring their excess 


inventories into line with sagging sales. In three of the maior 


developed countries, they reduced sinckbuilding substantially, 
while in two others they actually cut inventories. 


o In Japan, stochkhbuilding in the first. quarter sHoUNeeS 
to only one-fourth of stock additions in fourth 
quarter 1974; stocks probably decsined in the 
second quarter, 


e@ In Canada, stocks accumulated in the first quarter 
: at about one-third the 1974 rate. 


© in West Germany, stocks declined slightly in the 
first quarter, as they had in late 1974. 


© In the United States, manufacturirg and trade 
inventories fell in four of the first five months 
of 1975, sliding down at a record pace in May; 
total stocks, including raw materials, dropped 
by $3 billion in the first quarter and $5 billion 
in the second. 


e In the United Kingdom, stockbuilding continued at 
about the same low rate as in fourth quarter 1974, 


* For a definition of surplus stock accurtlations as uscil in this article, see the methodological note, 
which follows the second graphic. France and ltaly are excluded from this analysis because of a lack of 
quarterly data, 
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The decline in stockbuilding was a major. factor in the 
fiorst-quar ter deterioration in réal GNP (seasonally adjusted). 
Ty the Unitad States, the stock drawdown accounted for the 
entire 3% drop in GNP, In Japan, even though final demand 
rose slightly in the first quarter, GNP fell because of in- 
ventory adjustinents. ‘ 


Percent 


ae ee ES SE aN 


Change Attributable To 
First Quarter : 


Change in GNP luventorics —, Final Deinand - 
Canada “14 “1.5 0.1 
Japan "0.8 “Ld 0.3 
United Kingdom” O1 | 0.1 0.2 
United States. -3.0 -3.0 ,o 
0.) 3.0 


West Germany - 3.1 


Cumulative surplus stocks are the largest in Japan, 
having reached about 10% of GNP in the first cuarter. Janoan 
typically experiences wice swings in stock/demand relationships 
because of the reluctance of business firms to lay off workers. 
In West Germany and Canada, surplus stocks as shares of GNP 
are roughly half those in Japan. The United Kingdom is a 
special case, with no surplus stock accumulations at present. 
Low rates of stockbuilding since 1970, a large stock draw- 
down in early 1974 during the coal miners' strike, and a 
surprising firmness in final demand until recently have 
moderated accumulations. 


Implications for Recovery 


In sharp contrast with most earlier pestrecession 
periods, when inventory rebuilding gave a strong boost to 
expansion, stock changes are expected to be a neutral force 
at best for several months to come. A key factor determining 
the role of stocks in upswings is the timing of the inventory 
cycle peak in relation to the business cycle. Usually, recovery 
begins at a time whea inventories already nave neared their low. 
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On those rare occasions when the inventory cycle peak and the 
business cycle trough have overlapped-as now appears to he 
the case in the United States and Japan stockbuilding has re- 
mained weak or negative for the first few quarters of the 
recovery pericd. Tn West Germany and Canada, the inventory 
Overhang may actuaily delay the onset of recovery until late 
in the year. — 
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Developed Countries: Deviation of Inventory 
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DEVELOPED COUNTRIES:  INTERDEPENDENCHK AND ECONOMIC GROWTI 


TE fears of venewed inflation or payments problems 
cause the industrial nations to rely onthe United States or 
any other single country for export-led growth, recovery will 
be long and slow. Except in the case of Caneda, the exports 
of the Big Seven are too dispersed and their shere in final 
demand too small for economic prosperity to hinge on refla- 
tion Jy one trading partner. 


Induced Growth* 


“Despite strong linkages among many OECD economies, only 
Canada among the Big Seven is strongly affected by economic 
growth in a single trading partner. Its exports account for 
20% of GNP, with 65% of foreign sales going to the United 
States. We calculate that Canadian GNP rises by ahout one- 
thixd of a percent for cvery 1% increase in US GNP. This 
estimate takes into account the direct and indirect effects 
of US growth through enhanced demand for Canadian products 
in the United States and in third countries. 


_ The induced impact of growth in any other major country 
is at most one-fifth of the initial rise in GNP in the "lead" 
country. 


o France: West Germany, the United States, and the 
United Kingdom induce the most growth, in all 
cases less than 0.2% for each 1% increase in 
their own GNP. 


e West Germany: France, the United States, and 
the United Kindgom each induce about 0.17% in 
GNP growth. 


@ Italy: A 1% rise in West German output adds:: 
a fifth of a percent to GNP growth. 
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® United Kingdom: The ‘United States induces 
the greatest increase in GNP (0.17% for each 
1%), followed by West Germany and France. 


® Japan: A 1% incxease in US GNP adds 0.1% to 
economic output; no other OCD country adds 
more than 0.05%, 


® United States: Because of its small foreign 
sector, tha United States is barely affected 
by isolated changes in foreign GNP. 


The spillover effects of GNP growth in the Big Seven 
are much more important in the 17 smaller OECD countries, 


‘particularly those in closely integrated Western Furope. 


Expansion in West Germany and Britain’has the most marked 
impact. A 1% increase in the GNP of either of ‘these nations 
induces an average rise of more than one-fifth of a percent 

in the output‘of the smaller countries; in a few cases the 
impact is as large as one-half of a percent. Because of their 
dependence on foreign trade, the Benelux countries are the 
most sensitive to developments in the Big Seven. ” 


Coordinated Recovery 
a ee eC Overy. 


Simultaneous expansion among the larger economies would 
have important spillover effects on growth in the OECD area. 


~We estimate that a 1% increase in the combined national 


output of the three major countries with strong payments 
positions - West Germany, Japan, and the United States ~ would 
induce as much as one-third of a percent growth in the OECD 

as a whole. The impact would average 0.8% for the Small 
Seventeen; 0.4% for the six major foreign countries; and 0.1% 
for the United States. The psychological effects of a co- 
ordinated approach, which cannot be quantified, would sup- 

ply an additional boost to growth. 


Regional Groupings 
Our aralysis of the 24 economies shows that spillover 
effects from growth are much stronger within Western Europe 


than within the North America-Pacific area or between these 
two regions. . f 
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= i Rise in GNP in 


North America- 
Western Europe Pacific 
Average spillover in: : 
Western Europe 0.73% 0.19% 
North America- 
+ Pacifie —° . ~ O15 0.11 
"All OLCD 0.44 0.15 


Implications 


Our analysis suygests that continued European reliance 
on the United States or on West Germany to lead economic 
recovery would result in a lackluster revival. ‘The im- 
pact on growth in the OECD from expansion in these countries 
is small (about one-tenth of a percent for each 1% increase 
in either German or US output). Moreover, a high proportion 
of the impact of an acceleration in US growth is thrcough- 
slow-acting secondary and tertiary effects. Simultaneous 
expansion among the larger countries, on the other hand, 
‘would substantially boost output, especially in western 
Europe. In Japan, domestic demand appears to be the key 
to recovery; a concerted 1% expansion in all other OECD 
countries would add only 0.4% to Japanese GNP. 
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Developed Countries: Effects of Growth in the Big Seven on One Another 


(Growth Induced in Fach Country by a 1% increment to GNP in the lead country) 
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Developed Countries: Effects of Growth in the Rig Seven 
; on Selected Smaller Cuuptries* 


Growth Induced in Lach Country by a 1% increment to GNP inthe lead camitry 
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DEVELOP COUNTRIES 2 PHI, CAPACITY OVE RUANG 


=. : By mid-1975, excess plant capacity in wajor develaped 
e countries reached the highest level in at least 20 years. 
With the Large overhang, business firms are holding the 
4 line on capital outlays until capacity utilization rates | 
q improve. We conclude that fixed investment will provide 


-. Only moderate push to economic recovery until well into 
F ee 1976. 


Capacity Galore 


Capacity utilization rates in the major countries stood 
about 20% below noxmal by mid-1975. Des pite some subsequent 
. - dincerease in output, the amount of excess capacity remains 
: Substantially greater than at the low point of any previous | 
‘postwar recessions. 


o in Japan, industry is now operating 20% below eg ee 
a despite an 8% increase in production since February. 
| 


e In France and Italy, where production foll through 
midyear, industry is operating 15%-20% below capacity. 


aman 


below ap cia 


e In the United Kingdom, output has dropped almost 15% 


] below capacity, and the economy is continuing its 
. downward slide. 


q 4 eo In Canada, where industrial production has fallen less 
Re vapidly, idle capacity nonetheless amounts to 10%~-15%. 
q 4 Basic industries, operating near capacity 18 months ago, 


am . have been hit hard. By mid-1975, steel firms were operating 
at least 25% below capacity, with Japan and the United States 
—_— accounting for most of the slack. Capacity utilization in 


_ the nonferrous metal, paper, and chemical industries is also 
; down sharply, reflecting the 20% drop in output during the 

; = last year and a half. Most consumer industries are epenaeing 
_— well below potential, although, the gap has narrowed somewhat 
; oF . in recent months. Auto production, running 30%-35% below 
—_— capacity in late 1974, was 20%-25%. below capacity by mid- 

, OF 1975. 
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! The capacily overhang xemains a key factor depressing 
capital spending. in most Major countries, plant and equip= 
ment outlays in constant prices, continved their downward 
trend through mid-1975, Capital spending by Japanese firms 
fell at a 10% annual rate in Fitst half 1975 compared with 
the second half 1974, following an 11% drop last year. West 
German, British, and us outlays also fell, while Canadian 
Spendine flattened. 


Leading indicators point to little or no improvement in 
business spending in the months ahead. Only in-the Unitee 
States have machinery and cquipment orders, -= the most 
important investment indicator -- turned around substantially. 
An upturn in West German orders in the first half was spurred 
by Bonn's investment rebate program, which expired in June; 
Orders subsequently have fallen back. Surveys of investment 
plans suggest that.Italian and French orders have also fallen 
in recent months. : 


In most countries, orders for nonresidential construction 
are also stagnating or declining. In Japan, these orders 
fell about 35% in the second quarter with no improvement 
Since then. Canadian orders have remained level after turning 
up slightly in early 1975. In West Germany, construction 
Orders have failed to respond to the investment rebate, 
staying nearly 40% below the 1970 average. 


Implications for Recovery 


In previous recovery periods, ‘fixed investment accounted 
for one~fourth of the growth in GNP during the first year of 
expansion. Although normally lagging the upturn by one or 
two quarters, these outlays provided a strong push once 
recovery began. This time, fixed investment is likely to 


mark time until capacity utilization rates improve substantially. 


Given the sluggish pace of final demand and exceptionally low 
Operating rates, an upturn in fixed investment is likely to 
be far more moderate and probably more delayed than in the 


Past. 
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DEVELOPED COUNTRIES: Investment Indicators 


Index: 1970-100, Seasonally Adjusted, Constant Prices 
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DEVELOPED COUNTRIES: Capacity Utilization’ 
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1, We have estimated the trond in productive capacity by lines extrapolaton through bvo postwar cycheal peaks in industrial pautuction, 
This procadure yields a cansenatve estimate of capacity levels because some bunches were not producing at full potential when 
the indus tal sector as a whole reached us peak, 
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INE LATION: PATTERNS, 'PRENDS, AND PROSPECTS 


Policymakers have found their flexibility severely 
linited by the ravid price increases of the past, few years. 
In spite of a substantial moderation in'price pressures in 
first half 1975, inflation remains a bothersome prolblem 
over the next 12 months. ‘The diversity of inflation factors, 
together with differences in government policy, means that 
rates will vary widely from country to country. 


By mid-1975, wholesale prices in major countries on 
average were 44% above the level of mid-1972, when the price 
spiral began. Consumer prices were up. 34%. Inflation will 
persist at least through the middle of next year because 
of: (a) labor catchup wage raises; (b) an increase in the 
OPEC oil. price which we expect to be about $1.50; (c) a re~ 
covery in other raw material prices; and (d) a gradual un- 
turn in economic activity, stimulated by reflationary moves. 


Patterns of Inflation 


The price spiral has gone through several distinct 
phases. The initial phase began in 1972, when many govern- 
ments adopted expansionary monetary policies to spur growth. 
The resulting simultaneous surge in demand in develcned 
countries led to soaring raw material prices in 1973; to- 
gether with high food costs, they accounted for about half 
the rise in overall prices. In that’ year, increased profits 
also contributed to the price bulge; shortages of many products 
and strong overall demand allowed firms to widen profit 
Margins. os 


Since late 1973, higher oil costs have contributed 
heavily to inflation. By early 1974, consumer and whole- 
sale prices in the major countries were increasing at an- 
nual rates exceeding 15% and 35%, respectively. Higher oil 
costs contributed 40% to the rate of inflation in the first 
half of 1974 and about 10% in the second half. The Arab oil 
embargo in late 1973 caused commodity prices to climb rapidly, 
primarily because of speculative buying to hedge against short- 
ages. By mid-1974, non-oil commodity prices began to decline 
sharply as demand-pull inflation dissipated. 


After mid-1974, soaring labor costs took over the lead 
role in the inflation process. Anxious to regain previous 
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losses in real income, labor in the major countries held out 
for pay hikes averaging 20%. Labor productivity declined 

as recession worsened. . These two Factors pushed up unit 
labor costs at a record pace. With aggregate demand sagging, 
however, firms were forced to absorb nuch of tho cost in- 
crease by cutting profit margins sharply. This, together 
with declining commodity prices, heined slow inflation rates 
through carly 1975. Measured by consumer prices, inflation 
in the developed countries was 10% in first half 1975, con- 
pared with an average of 13.4% in 1974. 


Current Phase of Inflation 


in recent months, continuing cost. pressures appear to 
have prevented further progress in slowing inflation. Con-~ 
sumer price rises remain stuck at 10% while wholesale prices 
are gathering steam after a period of relative stability in 
early 1975. Government efforts to take the starch out of 

wage demands by letting the economic slide run its course 

are having only mixed success. At the same time, an increasing 
number of business firms are raising prices to avoid further 
erosion of profit margins. US and Japanese steel firms,« 

for example, have already announced price hikes, even though 
demand for their products remains weak. Higher prices for 
grain and other commodities are also posing a threat. 


Labor Costs 


While high unemployment has checked extreme wage demands, 
wage rates are still rising unusually fast for this phase of 
the business cycle. A growing number of workers have won 
contracts with escalator arrangements. Other workers have 
also come to expect "catchup" wage increases. Recognizing 
political realities, governments have not opposed workers' 
attempts to maintain real weges. In the first half of LOTS; 
hourly wage rates in the major countries had risen an es- 
timated 14% (annual rate), even faster than the rise in con- 
sumer prices. At present, Japan is the only major foreign 
country where the rise in productivity is keeping pace with 


‘gains in money wages. 


Other Factors 
wee , 


Food prices continue to play a prominent role in con- 
sumer inflation. A poor Soviet grain crop and reduced 
harvest expectations elsewhere are beginning to affect 
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international commodity markets. ‘the London FBconomist index 
for I6+internationally traded foodstuffs has increased 12% 
since June, after declinging 17% in the previous six months. 
The dmpact on consumer prices will be felt: later this year. 
The sharp decline in industrial raw material prices which 
helped offset rising labor costs earlier this year has also 
halted. 


Because most of the fat appears to have been squeezed 
out of profit margins, many companies are no longer absorbing 


cost increases as they did over the past 12 months. dn ‘Japan, 


for example, unit profits by the start of 1975 had dropped 
nearly 50% below their 1973 peak, to their lowest level in 
15 years. The profit squeeze in West Germany has also been 
severe. To cover recent cost increases, producers in some 
“highly concentrated industries, including automobiles and 
aluminum, are beginning a round of price hikes. Weak demand, 
high inventories, and large excess capacity nonetheless make 
it difficult for many industries to fully pass forward cost 
increases. ; 


Prospects for Inflation = 
We estimate that consumer prices in the major foreign 

countries will increase on average at annual rates of 9% 

in second half 1975 and 8% in first half 1976. ‘These rates, 

although down substantially from 1974 and early 1975, are 


. More than double the average annual increase of 3.5% in 


1960-1971. Wholesale vrices will be more stable, increasing 
perhaps 4% between mid-1975 and mid-1976. Among major foreign 
countries, Japan and West Germany will have the lowest con- 
sumer price inflation rates. 


Balance of 1975 
Several factors already in train will prevent a more 
rapid improvement in inflation during the remainder of 1975. 
At least part of the first-half rise in labor costs and more 
recent increases in agricultural commodity prices will not 
be felt at the retail level until later this year. The $1.50 
OPEC oil price rise we expect in October will raise wholesale 
prices by roughly 0.5% and consumer prices by nearly as much 
if fully passed forward. ; 


First Half 1976 
Aside from higher food and encrgy costs, the pace of 


economic recovery in large measure will determine the rate 
of inflation during the first half 1976. In countries such 
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as the United Kingdom, where recovery will be slow and 
halting, productivity qains will be small and inflation 
consequently high. In countries with better recovery 
prospects, notably Japan, productivity gains should compen- 
sate for wage increases. Industrial raw material costs will 


prokably show some increase by early 1976, although large in- 
ventories of most commodities will res train their prices. 


aioe. 


As demand gains strength, business attempts to raise 
profit margins will become a moxe important clement in price 
increases. Firms will attempt to recoup past losses to the 
extent possible without endangering their market shares. 


Because economic slack is so large, governments could 
probably stimulate demand more rapidly than at present with- 
out adding appreciably to near-term inflation. Most govern- 
ments have kept a particularly tight lid on the money supply 
growth to avoid a repetition of the 1972-1973 experience, 


Since the start of 1975 the money supply in the major countries 


grew on average at an 8% annual rate, compared with 12.5% 
in 1972, when all countries were operating closer to capacity. 
Policymakers remain concerned that rapid growth in money sun- 


ply would eventually spark another round of demand-vull 
inflation. 
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INFLATION IN HE KUROPRAN COMMUNITY, JAPAN, AND CANADA | 
| 

| 
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Although the causes of the current inflation transecnd 
national boundaries, striking differences in the: strength 
and timing of the price surye among the developed countries 
have emerged since mid-1973, Inflation - as measured by 
consumer prices - varied in 1973 from 7% in West Germany: 
to about 24% in Japan and Ttaly. Whereas inflation has now 
subsided in most major countries, the United Kingdom has 
moved into the 25% range this year, and a resurgence appears 
possible in Italy and Canada. 


“National variations in inflation patterns mainly reflect 

‘differences in governement policy and in the attitudes and 
strength of organized labor. In West Germany, the govern- 
ment early imposed stringent deflationary measures, and 
labor has not sabotaged this hardnoused approach despite a 
painful rise in unemployment. At the other extreme, London 

4 has vacillated on anti-inflationary policy in the face of 

yey? Te strong labor pressure. Britain's Conservatives were knocked 

en out of office last year on the issue of statutory wage con- 
trols, and the unions subsequently kicked over the traces of 
voluntary restraint. 


Japan 


Strong traditions of labor discipline and close govern- 
ment ties with the business community have failed to protect 
Japan from the inflationary virus. 


Inflation took off in early 1973, when an increase in 
government spending hit an economy already operating near 
Capacity. Accustomed to rapid increases in real incomes, 
Japanese workers responded to inflation by demanding 25% to 
30% annual wage increases in 1973 and 1974 - adding a fillip 
to the wage-price spiral. In 1973 a 20% gain in labor pro- 
ductivity helped offset wage and other cost increases; in 
1974, as output slipped and employers felt dutybound to retain 
workers, productivity barely rose. Tokyo gradually stepped 
on the monetary and fiscal brakes through yearend 1974 and 
made extensive use of moral suasion against wage and price 
hikes. Consumer prices, neyertheless, jumpéd 24% last year, 
double the 1973 rate. . 
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As international price pressures eased and recession 


took some of the stean ouk of union wage demands, inflation 
Slowed starting in first quarter 1975. For the your as a 
whole, consumer prices probably will be up about 19%. Tokyo 


is taking advantage Of the lull to stimulate the economy 
without fanfare, with further expansionary measures planned 
this fall. Slack in the economy precludes major bottlenecks, 
and infaltion probably will be held somewhat under 103% next 
year. 


West Germany 


Historic fear and hatred of inflation have mede firm 
deflationary policies politically feasible, 


The then Econcmics and Finance Minister Helmut Schmidt 
put through strong deflationary measures in 1973, months 
before other governments acted. His program included a 10% 
surcharge on personal and corporate taxes, an 11% tax on 


investments, and a sharp rise in the discount rate. In 


1974, Bonn relaxed its fiscal stance slightly to offset the 
drain on purchasing power from the oil] price hike; monetary 
policy remained extremely tight. Weak domestic demand, 
reinforced by a sudden jump in the savings rate, prevented 
firms from passing on increased wage costs. Appreciation of 
the mark, largely a result of success in restraining domestic 
inflation, dampened the impect of rising prices for raw 
materials, food, «nd oil. As a result, the increase in con- 
sumer prices at 7% in 1973 and in 1974 was the smallest 

among the major developed countries. 


In first half 1975, consumer prices rose at 6% annual 
rate, wage increases averaged 7%, and the high savings 
rate persisted. At the same time, import prices fell and the 
wholesale price index remained flat, suggesting that the 
rise in consumer prices could slow further by yearend. The 
Schmidt. government's cautious approach to economic revival, 
coupled with wage settlements at 6%, suggests little if any 


worsening on the price front in 1976. 


France 


Gaullist fiscal orthodoxy and technocratic dirigisme 
have helped offset pressure on prices from domestic demand, 
rising import costs, and wage push by the left-dominated 
labor movement. 
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Buoyant demand, fed by Largg increases in the money 
', supply, pulled consumax prices up 7% in 1973 e353 the economy 
‘ strained against capacity limits. Rising prices for food 
and imported raw materials: played a growing role over the | 
year, with the oil price hike adding its impact in 1974. 
Labor responded to the accelerating rise in consumer prices | 
by pushing wage rates up 14% jn 1973 and another 19% in | 


1974, contributing to the inflationary momentum, The con- 
sumer price index for 1974 was 14% above 1973. 


Paris can claim that efforts to deflate demand through 
balanced budgeting and restraint of monetary growth, to- 
gether with tighter regulation of profit margins and prices, 
have, gradually slowed price increases since the early 1974 
peak: A decline in the cost of imported rew materials 1 
helped, and rising unemployment influenced labor to trim 
its wage demands.: Despite all these factors, prices rose 
at an annual rate of about 12% in the first half of 1975 and 
are likely to:rise nearly as fast in the cominy 12 months. 
The prices of French raw material imports apparently bot- 

Z tomed in May, and the government has budgeted a small deficit 

ere for 1976 to stimulate production and employment. Partly 

~~ offsetting the inflationary forces are monetary stringency 
and a large overhang of idle labor and industrial capacity. 


United Kingdom 


Erratic economic policies have combined with the actions 
of an unruly labor force to give Britain the worst inflation 
in the developed world. 


i 
{ 
| 
Fiscal policy has flip-flopped several times since the 
ped i early 1970s as London's attention has fluctuated between the 
c. Scylla of stagnation and unemployment and the Charybdis 
of inflation and balance-of-payments deficits. In mid-1974 
the Wilson government cut value-added taxes, gaining pre-clection 
price relief but worsening inflation later by widening the 
_—. . budget deficit. Fiscal policy again was tightened last 

: April, although the budget was not brought close to balance. | 
Money supply has been permitted to grow at an annual rate 
in excess of 13% since Wilson regained power in March 1974, | 
After the debacle of former Prime Minister Heath's com- 
pulsory wage controls, Wilson adopted a system of voluntary | 
restraint less abhorrent to ‘yorkers. He maintained price 
controls, which apparently helped hold inflation to 16% in 
1974, although prices accelerated after controls were eased 
late in the year. 
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In first half 1975, the unions pushed waqes up more 
than 30% (annual rate), and inflation accelerated to 27%, 
Recoyniging the failure of his "social contract," ‘ilson 


against employers. Prospects are fairly good that the wage- 
price spiral will slacken in the next few months, Unemnloy- 
ment has reduced labor's stridancy, and weak demand militates 
against big price hikes. We still expect the momentum of 
past cost increases to result in consumer price inflation a 
a 20% annual rate in second half 1975. Prospects are bleak 
for a return to single-digit inflation in the coming year. 


Italy 


“A powerful labo movement eager for social improvements 
and a government torn by party dissensions have made Italy 
particularly vulneral.le to inflation. 


In exchange for a truce with labor, Rome adopted sharply 
expansionary economic policies in 1973 to pull the country 
out of a lengthy recession. Unions held down their strikes 
but still managed to wrest 30% wage hikes out of employers 
fearful of renewed disruptions. Consumer prices jumped 10% 
in 1973, and inflation accelerated as the upswing in demand 
continued threugh mid-1974. Depreciation of the lira and the 
higher oi1 costs aggravated inflation early in the year, 
while a summer increase in value-added taxes contributed to 
a second-half bulge in consumer prices. 


_ As domestic austerity cut into demand in first half 1975, 
inflation moderated. Consumer prices will grow 16%-17% for 
the year as a whole, still an improvement over the 19% of 
1974. The salutary effect of reduced demand pressure is 
being partly offset by (a) declining labor productivity and 
(b) pxrice-indexed wage adjustments for organized labor. 
Further progress in reducing inflation appears unlikely. 
Contracts covering 4 million workers are about to exnire, 
and wages are likely to show substantial increases later in 
the year. Meanwhile, under strong pressure from the Left, 


- Rome is embarking on a bold program of expansion that will 


boost the 1976 budget deficit to 9%-10% of GNP. 
vanada / 
Inflation has followed similar paths in Canada and the 


United States, with Canada expected to move uv a little 
faster in the next few quarters. 
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In Canada, as elsewhere, inflation accelorated carly 
in 1973, and consumer prices were up nearly 8% for the 
year. Recause of Canada's role as a major grain exvorter, 
rising commodity prices were especially important in generating 
added income and fueling inflationary expectations. By 
1974, inflation anproached 11%, contyvibuting «o the fall 
of tho Trudeau government, which had rebuffed opposition 
demands for a deflationary budget and an incomes policy. 
After winning reelection at midyear, Trudeau followed a 
slightly expansionary policy. While rising import prices 
and escalating wage settlements were key inflationary elements, 
Ottawa used fiscal juggling to stave off a surge in domestic 
oil prices, taxing oil exports and subsidizing oil sold to 
Canada. 


Developed Countries: Price Index Changes 
I 
Percent? 


United West United i 
States Japan Germany — France Kingdom = Ttaly = Canada 


Wholesale indus- 
. trial prices 


1973 | 7.38 5.65 2.90 5.65 3.64 3.9] 14.85 
I 6.69 23.14 4.69 9.05 1.39 17.89 14.13 
il 6.79 28.44 10.32 31.16 16.19 34.00 19,23 
IV 16.99 40.78 10.82 35.61 17.22 39.00 25.66 
“19741 27.69 51.25 21.06 48.55 29.87 82.71 27.16 
| 30.08 22.96 14.20 33.93 33.61 43.73 21.71 
Wi 33.27 17.82 12.01 7.34 22.58 32.34 19.56 
IV 17.87 5.95 6.97 4.07 25.06 21.51 3.96 
1975 | 6.24 -14.70 -2.48 -20.84 28.04 8.27 7,06 
Hl “1.21 717 0.40 -16.90 24.70 -7.92 7.20 
HI? sees 5.0 1.0 sats 20.0 -2.0 5.0 
Consumer prices . 
1973 1 6.25 8.75 6.34 4.34 6.4) 12.28 8.32 
Ht 7.95 19.75 7.93 7.87 9.40 11.60 8.68 
HI 10.72 17.57 6.58 10.20 10.95 9.25 — 10.08 
IV 8.65 20.07 8.19 10.91 14.45 11.25 9.04 
1974] 12.31 42.08 6.85 16.53 16.83 23.21 10.88 
I 10.62 17.39 6.69 16.76 21.59 21.34 12.96 
III 14.42 21.01 "6.54 14.14 15.22 31.93 11.09 
IV 11.14 19,33 5.78 12.64 19.15 26.68 13.04 
1975 I 8.03 °. 3.57 4.75 12.30 25.51 14.67 9.75 
Il 5.31 13.15 7.80 9.62 39.07 9.14 8.26 
WI? 10.0 10.0 5.5 9.0 25.0 10.0 “*,0 


}.) Change from preceding period at an annual rate, seasonally adjusted, 
‘ - 2, Estinato, ae sj pnea ene 
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4 Inflation dipped early in 1975, then rose in the 

. ‘ summer, averaging 10% (annual rate) for the half year. 

Fo Fiscal policy continued midly expansionary; monetary policy 
fr 4 wavered erratically. Recently, Ottawa Lifted ceilings 
HOY on oil and natural gas prices,’ and food prices are moving 
up again. Wage settlements have approuched 20% so far this 
4 year. With Ottawa unwilling to clamp down because of 7% 
unemployment, a double-digit increase in the consumer 

price index is in prospect for the next 12 months. 


q Belgium, Denmark, Ireland, Luxembourg, and Netherlands . 


My The small EC countries are all heavily dependent on 
" es trade and extremely sensitive to‘international price pres- 
sures. 


The inflationary wave inundated the small EC countries, 
starting in 1973. Mest of these countries are ruled hy 
: coalition governments whose survival depends en Lalbor- 
aan oriented parties which oppose austerity measures, Governnent 
~ policy thus has tended to reinforce inflationary pressures 
ae. from abroad. Widespread use of indexing has also prolonged 
oo and strengthened the inflation, especially in Belgium. Last 
x year, Ireland experienced the worst inflation at 17%; Denmark 
; was chose behind. in the Netherlands, price increases were 
kept below 1lu% by the strength of the guilder, which has 
been enhanced by natural gas exports. 
: Ireland, strongly influenced by events in the United 
Kingdom, has experienced an acceleration in inflation to 
25% this year. Otherwise, the small countries are posting 
records that at worst are on a par with last year's. The 
coming 12 months should see further improvement. 
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DEVELOPED COUNTRIES: SLUMP IN WXPORL VOLUME SLOWS 


The decline in the export volume of the major developed 
counLries slowed to an annual rate of only 4% in March and 
April, compared with 8% in Sap'tember-November and 18% in 
December-Pebruarv.* The Slowing of the trade contraction mir- 
rors the more moderate rate of deeline in output in the Big 
Seven as they approach the bottom of the recession. A sharp 
pickup in tirade volume is unlikely until economic activity 
begins to exvand in several of the larger economies; a decline 
in sales to non-oil LDCs and smaller industrial countries is 
expected to more than offset gains in shipments to OPRC states. 
Consequently, hopes for export-led recovery generally are dim 
in the large industrial countries. zs 


Mixed Performance 


The export decline fo: the Big Seven as a group began to 
moderate late in the first quarter, after the stecpest part 
Sf the recession had passed. ‘Trends along the individua 
countries, however, have varied considerably. . " 


© West Germany's foreign shipments declined at 
a 27% annual rate from August until March, 
‘when they began to rise. 


o French exports, after falling at an annual rate 
of 16% from August to February, declined ata 
8% rate in March-April. 


@ Italian shipments dropped sharply in September 
and trended gradually downward in succeeding 
months. 


© Japanese exports plummeted at a 27% rate from 
November to February and then stabilized in 
March. 


© In Canada and the United States, both imnortant 
exporters of food and raw materials, forcign sales 
fell at rates of 19% and 438, resnectively, from 
August through February and then dronped more 
steeply in March and April. 


* Rates of change in trade volume are calculated from three- 
month moving averages to minimize the effect of anomalies 


in monthly data. CONFIDENTIAL 
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©-fn the United Kingdom, export volume increased 
until a dock strike in April brought a sharp 
fallof£. 


Geoyraphic Patterns 
Depxessed demand in the Big Seven has been the major 
factor in the contraction in exports. ‘rade anong themselves 

accounts for 45% of their total exports. Vheoir agqregate 
imports dropped at a 24% annual rate from August to Pebruary - 
nearly twice the rate of the falloff in their exports - and 

at a 14% rate in March-April. The steepest declines in im 
port demand occurred in Italy, which took the strongest 
measures to cure oil-related payments problems, and in Japan 
and the United States, where excessive inventories aggravated 
the slump in final demand. 


With demand slack in the Big Seven, producers in these 
countries have become more denendent on sales elsewhere. °* 
Shipments to OPEC grew rapidly in 1974 and continued to rise 
in carly 1975. Sales to the Communist countries also have 
continued to rise, though at a lower rate this year: Buoyancy 
in these markets has had little impact on total exnort volume, 
however, because OPEC and Communist countries together account 
for only 11% of Big Seven exports. 


The downward trend in their exports to the smaller 
developed countries since mid-1974 probably accelerated in 
the first quarter. Sales to the non-oil LDCs held up well 
until late last year, when payments problems began to bite, 
In the fourth quarter, the deficit of these countries with 
OECD nations as a qroup reached an annual rate of $60 hillion. 
The volume of Big Seven exports to the non-cil LDCs declined 
by 5% in the fourth quarter of 1974 and probably dropped 
further in early 1975 because of the countries' reduced 
ability to pay. 


Impact on Trade Balances 


The trade balances of most of the major developed countries 
have innroved sharply this year, as the recession induced a 
steeper drop in imports than in exports. The total trade 
Surplus of the Big Seven swelled to $7.8 billion in the first 
quarter of 1975, compared with $1.9 billion in the preceeding 
quarter. Improvement was most marked in France and Italy, 
where the balances shifted from large deficits to surpluses. 
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Although the sharyo. decline in sales volume of the Big 
Seven seas tobe over, we do not foresea substantial growth 
in exports through the end of the year. Fven if final demand 
increases moderately in the major countries, the pickup in 
demand for foreign products probably will be small because 
of the overhang in inventories. 

Nxports of the major developed countries to the rest of 
the world probably will continue to slip in svite of inereased 


Shipments to OPEC and Communist countries. he recent decline 


in sales to non-oil LDCs and the smaller developed countrics 
is likely to accelerate. Much of the improvement in the com 
bined current account balance of the Big Seven has come at 
the expense of these countries, compounding their payments 
problems. Moreover, the smaller developed countries are 
generally lagging behind the major industrial countries in 
the current business cycle and thus can be exnected to re- 
cover later. 
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Trends in Export Volume, by Market’ 
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Developed Countries: Shifting Trade Patterns in the OECD 


OECD countries* as a group transformed a $15.0 billion 
1974 trade deficit into a $13.5 billion surplus (annual rate) 
during first half 1975. This improvement reflected a sharp 
increase in the combined surplus of the major OECD !members 
and came largely at the expense of OPEC countries and non- 
oil LDCs. Total OECD sales to these twe groups rose by 53% 
and 9%, respectively, while imports fell in both cases by 
about 5%. OECD countries also improved their overall trade 
position with Communist economies, boosting exports to this 
group by a fourth while holding the rise in imports to 
several percentage points. aes 


The Big Seven countries posted a combined surplus of 
$32.5 billion (on an annual basis) in first half 1975 -- up 
sharply from $3.3 billion in 1974. The US experienced the 
nost dramatic turnaround, moving from a deficit of $2.5 
billion to an annualized surplus of $12.5 billion. Japan 
boosted its surplus by nearly 50%, and France flipped from 
deficit to surplus. Italy practically eliminated its large 
1974 deficit, while the UK slashed its negative balance by 
nearly ‘half. 


Canada and West Germany were the only major countries 
to experience deterioration in trade balances in the first 
half. Canada's worsened position reflects a decline in 
exports to the Wnited States and other developed countries, 
compounded by a sharp increase in imports from OPEC. West 
Germany also suffered from depressed demand in other indus- 
trial ‘countries -- particularly the US, Japan, and Italy. 
Exports to these countries plummeted 16% from the 1974 
rate in the first six months of 1975. Germany's overall 
balance, hcwever, reniained exceptionally strong, showing 
a $21.4 billion araualized surplus. 


More than 60% of the improvement in the Big Seven trade 
balances came in transactions with OPEC, with only Canada 
reporting an increase in its deficit with this group in the 
first half. Slumping economic activity and a drawdown of 
oil stocks contributed to a decline in oil import volume. 

All the Big Seven but Japan also strengthened their positions 


¥ the seven major OECD countries are Canada, France, West 
Germany, Italy, vapan, the United Kingdom, and the United States. 
The smaller OECD members include Australia, Austria, Belgium/ 
Luxembourg, Denmark, Finland, Greece, Iceland, Ireland, the 
Netherlands, Norway, Portugal, Spain, Sweden, Switzerland, 

and Turkey. Trade data are not’ readily available on New 
Zealand, which also belongs to OECD. 
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with Communist countries and non-oil LDCs. France, Italy, 
'the United Kingdom, and the United States managed to improve 
their balances with the smaller developed countries. 


The combined trade deficit of the smaller OECD countries 
increased slightly in first half 1975. Nevertheless, Australia, 
Belgium/Luxembourg, Denmark, Ireland, the Netherlands, Portugal, 
and Switzerland registered gains. While over 40% of the 
improvment in these gaining countries' combined trade balance 
derived from trade with OPEC, sizable advances aiso were 
posted in trade with non-oil LDCs, centrally planned economies, 
and other small developed countries. Of the smaller countries — 
whose trade balances deteriorated, most lost ground to the 
Big Seven as well as to other small developed nations and to 
nen-oil LDCs, while improving their balances with OPEC and 
centrally planned economies. ; 


Prospects 


The trends in group trade balances probably will be 
reversed in the current half. The OECD overall balance is 
likely to worsen by about $12 billion (annual rate) largely 
as a result of a larger deficit with OPEC as cil imports 
pick up. The OECD balance with non-oil LDCs probably will 
slip this half as well. 


The bulk of OECD trade deterioration will occur in Big 
Seven balances. ‘The increased level of act. vity in these 
economies will boost imports from the other four groups of 
countries, and rebuilding of oil stocks will add further to 
imports. Since we believe Big Seven economies to be leading 
the smaller ones out of the recession, some deterioration in 
the large countries' surplus with the smaller OECD members 
may occur in this half, reversing the first half trend. 


We believe that the smaller OECD countries' trade 
balances wiJl, as in first half 1975, show little change. 


Improvement in thebalance with the Big Seven should approxi-~ 
mately offset a slight worsening in the deficit with OPEC. 
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Total 


Australia 
Austria 
Belg/Lux 
Canada 
Denmark 
Finland 
France 

West Germany 
Greece 
Iceland 
Ireland 
Italy 

Japan 
Netherlands 
Norway 
Portugal 
Spain 
Sweden 
Switzerland 
Turkey 
United Kingdom 
United States 


* Totals may not balance 


OECD Countries: 1974 Trade Balances 
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of transactions and to statistical factors. 
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Total 


Australia 
Austria 
Belg/Lux 
Canada 
Denmark 
Finland 
France 

West Germany 
Greece 
Iceland 
‘Ireland 
Italy 

Japan 
Netherlands 
Norway 
Portugal 
Spain 

Sweden 
Switzerland 
Turkey 
United Kingdom 
United States 


OECD Countries: 


UNCLASS 


aes 


rite 


Trade Balances, Annualized 


Smal..er 


World 
13473.2 
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' Seven 
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* Totals may not balance due to time lags in the recording 
of transactions and to statistical factors. 
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